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Honest But Dumb
P A R A P H R A S I N G a common slang expression, one of our banker friends
recently characterized a certain firm of
accountants as being, in effect, honest but
dumb. The occasion for this remark was
a failure on the part of the accountants to
discover fraud which was alleged to have
existed and been concealed over a period of
several years, during which time the accountants were making periodic examinations.
When the alleged shortcomings on the
part of the accountants were reduced to a
basis of fact, it appeared that they had
been engaged to perform, and did perform,
service which is specifically described as a
limited examination. A l l that was contemplated by the client, and all that was
done by the accountants, was to verify
certain asset and liability balances according to the records, which latter were not
verified, following which there were prepared from the books, without further
verification thereof, statements setting
forth the financial condition at a given
date and the results of operations for a
period ended the same date.
The accountants' report was clear and
specific as to the service performed, and in
the mind of anyone qualified to judge a
report of this character, granting that such
person had taken the time to read the
report, should have left no doubt as to the
character, scope, and results of the examination. However, bankers frequently contend, as was contended in this case, that
accountants are not justified in accepting
engagements of this type and rendering
reports of this character. This question
is moot in the extreme, and probably will
not be settled for some time to come.
The case just cited raises a question as
to whether or not clients understand fully
the kind of service they are to receive when,
by arrangement with public accountants,
they seek accountancy service. It is somewhat doubtful also if accountants them-

selves always are sure and clear in their
minds as to just what the different types
of service comprehend. Many firms of
practitioners, doubtless, have been going
on for years without stopping to define
and differentiate the classes of service
which they perform, and without making
clear to clients just what the clients have a
right to expect in connection with the
different classes of service.
Accountants, perhaps, are too prone to
go blissfully on, taking for granted that
definitions are unnecessary, until some unpleasant experience demonstrates the need
for a definite understanding. As evidence
of the fact that accountants themselves
appear not always to be clear on the subject, engagement memorandums occasionally are received which describe the service
to be performed as a "balance sheet audit
for the year ended," etc.
In a case of this kind, were a shortage
later to be discovered by the client and
proved to have been concealed by falsification of the books at the balance sheet date,
there is little question but that the client
would hold the accountants morally responsible for not having discovered the
irregularity. The point here is that it
should be explained thoroughly to clients
who desire a balance sheet verification that
the accountant does not undertake to
detect any fraud concealed by falsification
of the records, since a balance sheet
verification does not contemplate verification of the records. It should be made
clear, however, that the accountant does
undertake to discover shortages in which
concealment is attempted through misrepresentation of the balances. In other
words, the accountant should discover
fictitious checks or vouchers in the cash,
or shortages concealed by manipulation of
bank reconcilements, but is not expected to
discover shortages concealed by misfooting
the cash book. Frankly stated, a client
who wants assurance that no fraud exists
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and is being concealed should have a
general audit which contemplates, not only
verification of balances, but transactions
during the period and verification of the
records.
This discussion opens up the whole subject of classification, definition, and differentiation of services which accountants are
called upon to perform, and serves to
afford reference to our service classification
recently promulgated to practice offices.
In this, services have been divided into
thirteen classes as follows:
(1) General audits,
(2) Balance sheet verifications,
(3) Cash audits,
(4) General examinations,
(5) Limited examinations,
(6) Investigations,
(7) Preparation of statements,
(8) Tax engagements,
(9) General accounting systems,
(10) Cost systems,
(11) Bookkeeping and accounting
engagements,
(12) Opinions,
(13) Miscellaneous.
Briefly described, a general audit comprehends verification both as to balances
and as to the accuracy of the records, of
assets, liabilities, capital, and surplus, as
of a given date, and of the cash receipts
and disbursements, income, expense, and
miscellaneous profits and losses for a
current period ended on the same date,
together with the preparation of an audit
report, with or without certificate.
The balance sheet verification is of a
more restricted nature, comprehending the
verification as of a date of the assets, liabilities, capital and surplus, according to
balances shown by the records, with such
examination of the records—supplemented
as to certain items, when occasion requires, by certification of persons in
authority—as is necessary to substantiate
the assets as stated and afford reasonable
assurance that there are no liabilities
(actual or contingent) other than those
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disclosed, together with sufficient review
of the operations, according to the records,
to test the stated financial conditions;
and the preparation of a report, with or
without certificate. This type of service
does not contemplate the detection of
fraud concealed by falsification of the
records.
The cash audit comprehends verification
of all receipts and disbursements for which
an accounting should have been made
during a period, of the accuracy of the
cash records, and of the balance at the
end of the period, together with the preparation of a report, with or without certificate. It should be noted that this type
of engagement involves more than a mere
verification of receipts and disbursements,
and of balances according to the cash book.
It includes not only a verification of the
cash book, but an examination of collateral
records in order to determine that all cash
which was received has been entered in the
cash book.
A general examination usually involves
verification as of a given date, of the
assets, liabilities, capital and surplus according to balances shown by the records,
with such examination of the records—
supplemented as to certain items, when
occasion requires, by certifications of persons in authority—as is necessary to
substantiate the assets as stated and
afford reasonable assurance that there are
no liabilities (actual or contingent) other
than those disclosed; the preparation of a
report, containing a balance sheet or
balance sheets, with or without certificate,
and a statement or statements of operations, with or without verification, covering a period of one or more years. This
type of engagement usually arises in connection with financing, mergers, consolidations, or purchases and sales of companies or properties, and is distinguished
by a report in which particular attention
is given to classification in the statements
and to appropriate information in the
•comments, with a view to meeting the
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requirements of financial interests con- the firm. In cases where it is necessary
cerned with issues of securities.
to include in a report containing stateLimited examinations involve partial ments which have been verified, any
or complete verification of certain assets statements which have been prepared
and liabilities, or of certain operating from the face of the books without veritransactions, and the preparation of finan- fication, or with only partial verification,
cial statements from the books without such statements must be so marked, under
further verification. This type of engage- the descriptive heading and at the bottom,
ment demands a report (without certifi- as clearly to indicate that they were precate and without comments, except such pared from the books without verification,
as are embodied in the presentation) in or with only such verification as is indiwhich the service is referred to in the cated opposite the respective items, deopening paragraph of the presentation as pending on the situation.
a limited examination, and assertion is
Tax engagements include preparing or
made therein to the effect that, in accord- reviewing tax returns, contesting or proseance with instructions, only certain ac- cuting tax claims, and preparing and rencount balances according to the records dering opinions on tax matters.
have been verified. The presentation also
General accounting systems include conmust set forth that the statements are ducting surveys and devising and installing
not certified, and must explain as to each systems of account or of record.
item the scope and results of the verificaCost systems include conducting surveys
tion. The statements must be so marked, and devising and installing cost finding
under the descriptive heading, as clearly systems.
to show that they were prepared from the
Bookkeeping and accounting engagebooks with only such verification as is ments comprehend the preparation and
indicated opposite the respective items; recording of bookkeeping entries, acting
each item must be marked to indicate as bookkeeper, auditor, or comptroller,
whether or not it was verified, and if etc.
partially verified, such fact must be indiOpinions include preparing and rendercated, together with reference to the ing opinions having to do with accounting
presentation which will show the scope and financial matters.
and results of the verification; and there
The miscellaneous class includes all other
must be a footnote to each statement to engagements not comprehended in the
the effect that the statement must be foregoing, such as acting as liquidating
considered in the light of the accompany- trustee, acting as arbitrator in accounting
ing comments.
controversies, acting as umpire in accountInvestigations involve inquiry into speci- ing disputes, giving testimony in court,
fic financial or other activities or phases, rendering advice in accounting matters,
according to the records, rather than a instructing bookkeepers, checking stategeneral review of the accounts, together ments, etc.
with preparation of a report.
The promulgation of this classification
The class of engagement designated as should result in clarifying the mind of
preparation of statements from the books everyone in the organization as to the
or records without verification necessi- service undertakings of the organization,
tates the use of unwater-marked paper, afford a basis for definite understanding
bound (if at all) in a plain back, without with clients as to what each type of service
any indication, in the statements them- contemplates, and when properly referred
selves or in anything attached to the to in the first paragraph of the presentation
statements, that they were prepared by page of reports should leave no doubt as
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to what service was performed. Thus, it is
to be hoped we may avoid the opprobrium
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of being characterized as "honest but
dumb."

